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Introduction

1. My nameis Mike Herring. I amtheChiefFinancialOfFicerofPandoraMedia,

Inc. ("Pandora"or "theCompany"). I previouslyprovidedtestimonyduringthedirectphaseof

thisproceeding.

2. I offer this rebuttaltestimonyto addressseveralissuesraisedin SoundExchsnge's

writtendirectstatement:(a) SoundExchange'scontention,discussedin thetestimonyof

SoundExchange'seconomistDavidBlackburnaswell asseveralfactwitnesses,thatPandorais

artificially limiting advertisinginventoryanddeferringshort-tennprofitability in favorofuser

growth; (b) thepremisethatthe interactive-servicebenchmarksonwhich SoundExchangerelies

serveassuitableproxiesfor thestatutorylicensefeesto bepaidby anon-interactiveservicelike

Pandora,especiallywhenviewedagainsttheeconomictermsof thedirect licensesthatPandora

hasbeenenteringinto; (c) SoundExchange'ssuggestionthatrecordingartistsarenotbeingfairly

compensatedat theroyaltyratePandoracurrentlypaysfor soundrecordingperformances;and
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(d) SoundExchange'sproposedrevisionsto the termsanddefinitionsthatgovernstatutory

licensees.

"Sell MoreAds" Is a StrawMan

3. In anattemptto divert theJudges'ttentionawayfrom SoundExchange's

exorbitantrateproposal,which surelyfails the"willing buyer/willing seller"standard,

SoundExchangehasofferedtestimonyfrom severalwitnessesin anattemptto legitimizethat

rateproposalon thebasisofPandora'ssupposedability to paytheextraordinaryfeessought.

SoundExchange'switnesses— chiefamongthemDr. Blackburn— arguethatPandorais

purposelynot doingenoughto monetizeits listenerbase— mainlyby failing to increasethe

numberof adswe streamperhourof listening(whatwe referto asour "ad load'"),

SoundExchangefurthercontendsthatPandorais intentionallyforegoingshort-termrevenueand

profitability so asnot to sacrificegrowthof its userbase.'hetransparentthrustof tins

testimonyis: "Pandora,just sellmoreadsandyouwill beableto afford to paywhatwe are

asking.

4. As I understandthestandardappliedin this proceeding,theJudgesareto

determinetherateto which a willing buyerandwilling sellerwould agreein aworkably

'hesethemespervadeSoundExchange'sdirectcase. For example,SoundExchange'sprincipal
economicexpert,DanielRubinfeld,testifiesthat"Pandorahasrecentlyindicatedthat it hasreachedan
'inflectionpoint'nits profitability, havingmadea policy choicein thepastto sacrificeprofits in return
for growth." Written DirectTestimonyofDanielRubinfeld("RubinfeldWDT") at$ 83 n.65; id. $ 117.
SeealsoSX IntroductoryMemorandumat 14 ("webcastersoften foregoshort-runprofitability in favor of
userandmarketsharegrowth"); Written DirectTestimonyofDavid Blackburn("BlackburnWDT") at$
54 (Pandorahasan"expressedstrategy of foregoingshort-runprofits in favor of longer-rungrowth...
.allowingPandorato keeprevenuesevenlower....");id. ltd 55-58,63-81 (DiscussionofWebcasters'Incentive

to IncreaseMarketshare"andPandora'sstrategyto do so); Written DirectTestimonyofAaron
Harrison("HarrisonWDT") $ 13 ("webcastingserviceshavebeenslow to increaseadvertisinginventory
becausetheyarecurrently focusingon growth in numberofusersandlistenerhours,ratherthan
monetizationandprofit"); WrittenDirectTestimonyofDennisKooker ("KookerWDT") at 14; Written
DirectTestimonyof SimonWheeler("WheelerWDT") $ 38 ("I remainskepticalof the immediateability
or desireofmanyonlinead-supportedwebcastersto generaterevenue....It seemsto me thatmanyare
still trying to attracta critical massofusersby providing to themasmuchmusicas they can.").
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competitivemarket. TheJudgesarenot, asI understandit, taskedwith determiningtherateany

particularparty theoreticallycouldpayandremainin business.TheratethatPandorais

theoreticallycapableofpaying is simplynot informativeto theJudgesof theratesat which

Pandorawouldbea "willing buyer" of statutorysoundrecordingperformancerights.

5. SoundExchange'ssupposedevidencealongtheselines is flawed for numerous

additionalreasons.To start, it ignoresthe fact thattheroyalty formulaunderwhichPandora

paysSoundExchangeincludesaper-playaswell asapercent-of-revenueprong. Accordingly,

evenif Pandoradid not run a singleadandearnednothing,SoundExchange'smemberswould

still bepaid for everyplay; indeed,undersuchpaymentmetric,Pandoraincurredover~l'':::

L~ in statutoryroyaltiesin 2014alone,makingus thesinglelargeststatutorylicenseeand

accountingfor approximatelyhalfof SoundExchange'sstatutoryroyalty distributions. Both

PandoraandSoundExchangehaveproposeda continuationofper-playratesasanelementof

their rateproposalsgoing forward.

6. SoundExchange'ssingularfocusonPandora'scurrentad loadsalso fails to

capturereal-worlddynamics,includingthe fact thatthemoreadsPandoraruns,the lessmusicit

performs,meaningreducedper-playroyalties. Similarly, to theextentPandoraloseslisteners

becauseof increasedad loads,it wouldmeanboth fewerpayableperformancesandlessad

revenue,meaningfewerdollarsflowing into SoundExchange'scoffers. As detailedbelow, the

cumulativeimpactof a seeminglyinnocuousdeclinein listeninghourscanresultin very

significantdeclinesin revenueovertime.

7. Evenmorefundamentally,SoundExchange'sbreezycritiqueof Pandora'

businessstrategymisapprehendstherealitiesofbusinesseconomics,particularlyin the

marketplacein whichwe operate:themarketfor lean-backradiostyle listening. It fails to grasp
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thechallengesadvertising-supportednon-interactivemusicservicesfacein achievinglong-term

profitability, aswell asthehigherlong-termvaluesuchservicespromiseoversubscription-based

models. I addresstheseconsiderationsin somedetail in thesucceedingsections,andsummarize

mykeyobservationsbelow.

8. First, SoundExchange'smyopic focuson short-termpro6tabilityignoresthe

fundamentalrealitiesof growingabusinesslike Pandorato scale. Becausethebusiness

decisionsthatPandoramakestodayaffectits profitability in the future,Pandorais maximizing

profitability, justnotnecessarilythepro6tabilityof thecurrentquarter. Futureprofits arealways

aconcernfor Pandora—like anybusiness—andlower futureprofits resulting&om doingthings

to increaseprofits today(e.g.,by increasingad loadstoo quickly) are"costs"thatoffsetthe

"value" of today'shigherprofits. Pandorais keenlyfocusedon revenuegrowth,andhas

investedall of its revenueandmore backinto its business,investingin engineering,sales,sales

support,andothercritical componentsnecessaryto grow anad-supportedbusinessat scale. As

shownin Figure I below,Pandorahasactuallyincreasedthemonetizationof its listenersat the

sametime it hasgrown its total listeninghours. It seemselementarythatsuchinvestmentin

long-termprofitability standsto servenot only Pandoraandits investors,but alsotheentire

recordindustry,well.

Pandorahada cumulativenetlossofapproximatelyf
'" '«: f': '

"&] asof theendof2014. Combinedwith
its total revenueofnearly)i~

"
."".„;,g, Pandora'stotal investmentis almostl'.'" ~",

$ overthe life of
theCompany.
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Figure1

[RESTRICTED]

9. Second,by statingor implying thatbutfor servicessuchasPandora,everyone

who listensto musicwouldsubscribeto apaidservicethatgeneratesahigheraveragerevenue

peruser("ARPU") grosslymischaracterizesthemarketfor musicconsumption. Thereis aclear

andmeaningfuldifferencebetweenlean-backservicessuchasPandoraandlean-inservicessuch

asSpotify. As Figure2 belowshows,thevastmajorityofmusicconsumers"leanback"when

listeningto music.

SeeHarrisonWDT $ 16 (suggesting"thatPandorais streamingmusicto userswho mightotherwisepay
for asubscriptionoruseahigherARPUstreamingservice");seealsoKookerWDT at 15, 17; Wilcox
WDT at4-5; WheelerWDT g30, 35, 38.

Edison"ShareofEar" study,Fall 2014.("Lean-In"definedasownedmusicandSpotify,butdoesnot
includeaudio/videolean-inservicessuchasYouTubeandVevo. "Lean-Back"definedas~M radio,
Sirius,TV Music Channels,Pandora,iHeartRadioandiTunesRadio.). SeealsoPandoraExhibit 14
(interviewofTom Conrad,Pandora'sformerChiefTechnologyOfficer, at GigaOMRoadMap2011)at
1:34-1:43("About 80 percentofmusicconsumption,by hours,happensin... radio.") (availableat
https://gigaom.corn/2011/11/11/pandora-roadmap-2011/).
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Figure2
[RESTRICTED]

10. As Spotify'sCEO stated,"I don'treallyview [Pandora]asa competitor....We

don'twantto be theradioservice...Wewantto betheplacewhereyou storeandcollect,where

youbuild yourplaylist for your dinnerpartyor yourworkout. That is very different&om

Pandora."

11. Consumerresearchshowsthat few peoplewho listento musicspendmuchmoney

onmusic; thevastmajority of themusic-consumersview hearingadsastheappropriate"price"

to payto listento music. Accordingto a leadingmusicconsumerresearchfirm, 77%ofmusic

GeorgSzalai,Spotify'sDanielEk Zings Dr. Dre'sBeatsMusic, TheHollywoddReporter(January22,
2014),availableath://www.holi oodre orter.com/news/soti s-daniel-ek-zins-dr-672509;see
alsoPandoraExhibit 14 at 10:19-13:40.

See,e.g.,MIDiA Research,US. Music ConsumerDeepDive at 7 (January2015)("subscriptionsremain
fundamentallynichein reachandscalewith just 7% penetration.With morethana decadeofproduct
offeringstheUS subscriptionmarketis hardlyvirgin territory. Much of the addressablebasefor $9.99
subscriptionshasbeentapped.Thenextwaveof subscriberswill requirecheapertiers. In themeantime
Apple'sre-launchofBeatsMusic — whatevernameit finally hits upon— will undoubtedlyhavethemost
opportunityto expandthemarketfurther. Much initial growthhoweverwill likely comeat the direct
expenseof the subscriptionincumbents.");MorganStanley,1stAnnualMSMusic andRadioSurveyat 2
(January14, 2015) (finding that70% ofsurveyrespondentsindicatedlittle or no willingnessto pay for a
subscriptionservice). SeealsoPandoraExhibit 14 at4:46-5:18("Fully halfof this countrydoesn'tspend
anymoneyon music in a year. Another40 percentspendsabout$14 — 15, somethinglike a singleCD a
year,andthenthereis just the 10 percentofpeople— like you andI — thatbuy a lot ofmusic. If you want
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listenersspendalmostnothingonmusic. As partof its rebuttalcase,Pandorais submittinga

new consumersurveytheresultsof which confirm:

o thevery smallpercentageof listenersto lean-backserviceslike Pandorawho would
considerpayinganysignificantmoneyto subscribeto a lean-inservice;

that if freeonlinemusicserviceswereno longeravailable,mostconsumerswould revert
to broadcastradio,watchmusicvideosor listento musiconYouTubeor Vevo, or simply
listento lessmusic,asopposedto subscribingto a lean-inservice;and

thattime spentlisteningto online,non-interactiveservicesis mostlyreplacingtime spent
listeningto broadcastradio or is new time thatwouldnothavebeenspentlisteningto any
musicat all—almostnoneof it is taken&om listeningto lean-inserviceslike Spotify.

While lean-backservicessuchas Pandoramay (today) generatea lower ARPU, the size of the

lean-backmarket is so much larger than the lean-inmarket that, in my opinion, the long-term

revenueopportunityfor recordlabelsandrecordingartistsis in the lean-backmarket.

12. TheratesPandorahasproposedin thisproceedingrepresent,in my opinion, the

bestratesfor maximizingthe long-termrevenueof recordlabelsandartistsby enablingservices

suchasPandorato investin thescale,systemsandstaffnecessaryto monetizethe Internetradio

listeneraudience.Conversely,theratesSoundExchangeproposeswoulddecreasetheroyalties

paidby Pandoraby divertingrevenuesneededby Pandorato grow our listenershipand

advertisingrevenue(andtherebylong-termroyaltypaymentsto therecordindustry)to short-

termroyaltypayments.As I discussedin my direct testimony,if SoundExchange'sproposed

rateswereadopted,Pandoramayhaveto restrictlistenerhoursaswe did whenwe capped

mobile listeningin 2013,whichhadtheeffectof reducingour royaltypayments.SeeWritten

Direct Testimonyat $ 7.

to play in that90 percentopportunity,which is whatgetsus excited,you haveto deviseproductsthat
havea compellingad-supportedexperience.").

SeeMIDiA Research,Music ConsumerSegmentation(December2014)at 6-7.
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I. GROWINGAN ADVERTISING SUPPORTEDBUSINESS

13. Theelementsrequiredto createandmaintainaneconomicallysuccessful

advertisingsupportedbusinessarestraightforward.At ahigh level, theseelementsfall into three

categories:

Scale:havinga verifiably measurableaudienceof sufficientsizeto beof valueto
advertisers;

Systems:providingadvertiserswith efficient, trustworthymechanismsto planand
transactadvertisingcampaigns;and

Staff: havingthesalesandsupportresourcesnecessaryto convinceadvertisersto entrust
theirbusinesswith you andto reliability executecampaignaftercampaign.

Puttingall of theseelementstogether,however,is extremelydifficult, especiallyin thecontextof

a new typeof advertising(suchas internetdeliveredaudioadvertising)andanew form of ad

delivery (suchasmobilephones).

A. Scale:Growinga MeasurableAudienceof SufficientSize

14, The first elementrequiredfor successis attractinganaudienceof sufficientsize.

Advertisersgenerallywantto limit their spendingto a relativelysmallnumberofmedia

properties,eachof which contributesmeaningfullyto theadvertiser'sgoals. Subscalemedia

propertiessimply arenot worth thetime andeffort of advertisersandtheir agencies.

1. Growin Audience

15. A nationwidemediapropertythatseeksultimatelyto attractbothnationaland

local advertisingspendingwill typically seekto grow audiencein the following sequence:

a. NationalAudience

16. First is theneedto grow anationalaudienceof sufficientscaleto beofvalueto

nationaladvertisers.This audienceis typically referredto astheNationalNetworkAudience.

Large,nationalandinternationalcompaniessuchasautomanufacturers(e.g.,Ford),big box
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retailers(e.g.,Walmart),andconsumerpackagedgoodscompanies(e.g.,ProcterandGamble)

thatwantto reacha wide, nationalaudiencewith little or no local differentiationaretheprimary

NationalNetworkadvertisers.NationalNetworkadvertisingis typically soldat relatively low

ratesbecausetheadvertiseris moreinterestedin reach(i.e., brandawareness)thantargeting(i.e.,

activatingconsumers).

17. In thecircumstancein which theplatformdistributescontentto attractaudience

andpaysfor thatcontentonapercentage-of-revenuebasis,growinganationalaudienceis

relatively easy. That is, theadditionalincrementalaudiencedoesnot necessarilyincreasethe

costof contentdistributed. In thecircumstancein which distributedcontentis paid for on aper-

usebasis,however,growinganationalaudiencecanbeextremelyexpensive.For example,

Pandorapaidmorethang"::~:~in soundrecordingperformanceroyaltiesbeforeit grew its

audienceto thepointwhereit ran its first nationalaudioadcampaign,whichwas for FOX TV's

AmericanIdol in January2009,

b. SpotAudience

18. Secondis theneedto grow a local audiencein eachof thetop 10 - 20

metropolitanareasof sufficientscaleto beofvalueto advertiserswho focuson thesetop

markets. In NationalSpotadvertising,largeadvertisersseekto targetspecific(usuallylarge)

markets. For example,ahomeimprovementretailersuchastheHomeDepotmightwant to

advertisesnowblowersin Boston,Chicago,Denver,Detroit, Philadelphia,Pittsburgh,New

York, Minneapolis-St.Paul,andSt. Louis. A variantof this typeof advertisingis commonly

knownasLocal Spotadvertising. ExtendingtheHomeDepotexampleto Local Spot

advertising,HomeDepotmaybe interestedin advertisingsnowblowersin Boston,shovelsin

Initially, Pandorawaslimited to sellingdisplayads,which it couldnotmonetizeat levelsit hasreached
with audioadvertisements.
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New York anddeicersin Chicago. In orderto attractNationaland/orLocal Spotadvertising,a

platformsuchasPandoraneedsanaudienceequivalentto thenumber4 or number5 terrestrial

radio stationin thatmarket(approximately6-8%of therelevantdemographic).Nationaland

Local Spotadvertisingis soldat apremiumto NationalNetworkadsbecauseof the increased

audiencetargeting,

c. LocalAudience

19. Third is theneedto grow anaudienceof sufficientscalein moreandmorelocal

marketsto beofvalueto advertiserswho limit their focusto just oneof theseindividual local

markets. Here,again,aplatformneedsat least6-8%of thetargeteddemographicin a local

marketto attractLocal adspend. Local adsaresoldat thehighestratebecausetheyarethemost

targeted.National,regionalandlocal advertisersareall competingto reacha targeted

demographicin a targetedlocal market.

20. While Local advertisingcommandsthehighestrate,building a local audience

largeenoughto attractthoseLocal addollars is themostchallengingaudienceto grow. Other

participantsin thisproceedinghaveexpressedsimilar challengesin monetizinga local audience.

21. In additionto beingthemostdifficult audienceto grow, Local ad salesarealso

themost"expensive"to grow. NationalNetworkandNationalandLocal Spotadvertisingis

oftenboughtdirectlyby theadvertiseror by anadvertisingagency.Advertisingagenciesmay

controltheadvertisingbudgetsof multiple largeadvertisers.Therefore,a relativelysmall sales

force locatedin a few marketscanbebuilt that targetstheselargenationaladvertisersandtheir

agencies.

SeeWritten Direct TestimonyofBenDowns,Vice PresidentandGeneralManagerofBryan
Broadcasting,Inc., at 10 (describinghow difficult it is to sell adsin local marketswhenaudienceis too
small; "In orderto evenbeginto interestadvertisersin our streamingaudience,we needto increaseour
listenerbasesignificantly."); id. at 11 (explainingthata small local online audienceleadsto a lack of
demand[that] limits thenumberof adsour streamprovidercansell on our streams").

10
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22. In contrast,theonly way to sellLocal adsis by having"feet on thestreet." A

local salesforce is very expensiveto build; eachlocalmarketrequiresdedicatedsales,sales

managementandsalesoperationsresources.Growinga local salesforcemeansconstantly

reinvestingtheprofits ofthebusinessinto futurerevenuegrowth,which is exactlywhatPandora

hasdoneover the lastthreeyears,going troma few local sellersin ahandfulofmarketstong
local sellersin/ markets.ThefinancialresourcesPandorahashistoricallyhadavailableto

reinvestin growing its local salesforceareseverelyconstrainedby theveryhighroyalty

obligationsit paysto SoundFxchange.But for theseroyaltypayments,Pandoracouldhave

investedevenmorein developingits local salesforceandcouldbegeneratingevenmorerevenue

thanit currentlyis. By ourestimates,if Pandora'sroyalty obligationshadbeenonly 10% lower,

thusallowingusto increasesale-forceinvestmentandavoidcapson listeninghours,Pandora

couldhavegrowntotal revenueby anadditional~andalsohavegeneratedanadditionalQ
t;,".:

'
in royaltiesto therecordindustry.

2. MeasurinutheAudience

23. Advertisersrequirethattheaudiencetheyare"buying" is verifiably measurable.

Forexample,whenmakmgadvertisingbuyingdecisionson terrestrialradioplatforms,

advertisersusuallycomparestations'ielsenAudio (formerlyArbitron) ratings. NielsenAudio

radioratingsmeasuresthesizeof a station'saudienceby collectingdata&om a randomsample

ofapopulationthroughouttheUnitedStates,primarily in 294metropolitanareas,usingeitherits

proprietaryPortablePeopleMeters("PPMs")or awritten diary.

24. WhenPandoralaunchedin late2004,therewasno equivalentratingserviceto

measureInternetradioaudience.This lackofverifiableaudiencemeasurementcreatedproblems

11
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not only for Pandora,but aswell for terrestrialbroadcastersthatalsosimulcasttheir signal

online.'5.

The lack ofverifiableaudiencemeasurementwasnot a critical issuewhen

Pandoralaunchedbecauseit did nothaveanaudienceof sufficientscaleto attractevenNational

Networkadvertising. As Pandoragrew, it beganmeasuringits audienceusinginternalserverlog

files. This internalmeasurementwasnot sufficientlyverifiableto satisfymostadvertisers,so in

2010PandoraengagedEdisonResearch,amarketresearchfirm with aparticularemphasison

mediaresearch.EdisontookPandora'slog files andcompiledaudiencecalculationsfor our top

10 markets. BecauseEdisonwasusingPandora'sinternallog files, this measurementwasalso

not sufficiently verifiableto satisfymostadvertisers.In 2011 PandoraapproachedbothNielsen

(thenArbitron) andTriton Digital regardingmeasuringPandora'saudiencein away that

satisfiedthestandardsof theMediaRatingCouncil ("MRC")." Tritonusesabeacon-based

technologyto measurePandora'saudience.This technologyis similar to NielsenAudio'sPPMs,

butTriton'smeasurementis basedon censuscalculations,while NielsenAudio'smeasurementis

basedonsurveypanels. In May, 2012,Triton announcedanaudienceratingsystemfor Pandora

(andotherInternetradioplatforms)thatextendedinto local markets. Thisprovided,for the first

time, verifiableaudiencemeasurementthatsatisfiedadvertisers.'

See,e.g.,Written Direct TestimonyofJohnDimick, SeniorVice PresidentofProgramming&
Operationsat Lincoln FinancialMediaCompany,at 7 ("[A] majorproblemwith convertingthat
understandinginto advertisingdollarshasbeenthe lackofa demonstratedaudienceor a consistent
ratingsboostbasedon thestreaminglistenership.While streamingaudiencemeasurementremainsin its
infancy,advertisershavea high comfort level with over-the-airratings.")(emphasisadded);id. at 9
("Advertisersbasetheirbuysandthe ratestheyarewilling to payon consistent,demonstratedratings.")
" TheMediaRatingsCouncil is an industry-fundedorganizationcreatedat thebehestof Congressto
reviewandaccreditaudienceratingservices. In additionto settingminimumstandardsfor mediarating
research,theMRC monitorstheactivity of ratingservicesthroughannualexternalauditsof ratingservice'perationsperformedby a specializedteamof independentCPA auditors.

'riton obtainedMRC accreditationin March2014.

12
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26. ObtainingTriton'sMRC-accreditedratingswasthecritical gatingitem to

Pandora'sad inventorybeingintegratedinto media-buyingplatformsof Mediaocean, Strata,13 14

andTelmar,'helargestmediabuyingandplanningplatformsfor NationalSpotandLocal Spot

radioadvertising. As discussedbelow, integrationinto thesetypesofmediabuyingsystemsis

partof the infrastructureinvestmentthatanad-supportedbusinessmustbuild to besuccessfulat

scale.

B. Systems:ProvidingAdvertiserswith Efficient Mechanismsto Planand
Transact

27. All majoradspending,bothnationalandlocal, hingeson a setof systemsthat (1)

enableadvertisersto efficiently andreliablyplan,executeandmeasureadvertisingcampaigns

and(2) allow platformsto delivertheright audienceacrossall campaigns,especiallyat scale.

Certainsystems,suchasthe independentverifiedmeasurementof audienceandmediabuying,

requireworking with third-parties,suchasPandora'sintegrationswith Triton andMediaocean,

Strata,andTelmar.

28. Beyondaudiencemeasurementandmediabuying,othersystemsmustenablethe

platformto efficiently transactandexecuteahighvolumeof advertisingcampaigns.At thescale

of aplatformsuchasPandora,suchtransactionalactivity mustbemanagedautomatically(i.e.,

via computers)lestthevolumeof transactionsconsumecountlesshoursof manual

administration.

'ediaoceanis anadvertisingservicescompanythatprovidesadvertisingpurchasingandotherservices
to clients,handlingover$130billion of advertisingspendinga year.

'trataMarketingInc. is a softwarecompanythatprovidesa suiteof tools for planningbuyingvarious
forms ofmedia,includingTV, cable,radio,print, digital andoutdoor,andhandlesmorethan$50 billion
worth ofmediabuysannually.

'elmaris a leadingsupplierof advertisingandmediainformationsoftwarethatallows advertisersand
adagenciesto planandoptimizemediapurchasesacrossdigital, print, broadcastandoutdoorplatforms.

13



PUBLIC VERSION

29. ForPandoratoday,thesesystemsencompassa wide varietyof businessfunctions

necessaryto produce,scheduleanddeliveradvertisingonbehalfofnationalandlocal

advertisers.Gettingto this point, however,involveda considerableamountof investmentin

time andengineeringresources.For example,whenPandorabegansellingads,it hadto invest

in adoperations,specifically,admediaserversthatcoulddeliveraudioanddisplayadsto

listeners. As its advolumeincreased,Pandorahadto investin ordermanagement,specifically

theordermanagementsoftwarethatmanagestheworkflow from theexecutionof thesale

(commonlyreferredto asan insertionorder)to thetrafficking of theadto listeners. Initially,

Pandorareliedon third-partysoftware. Dueto ouruniquebusiness(i.e., thesaleofbothdisplay

digital andaudioadvertisements),thesethird-partysystemsoftenrequiredmorethantenpeople

acrossvariousdepartmentsto processa singleorder. Pandorainvestedin thedevelopmentof its

ownproprietaryordermanagementsoftwareknownas+~73,whichhasreducedtheaverage

orderprocessingtime significantly.

This greatlyincreasedour ordermanagementefficiency, enablingour salesefforts andreducing

our operationalcosts. Pandoracontinuesto investsignificanttime andresourcesin adding

functionalityto t::: '."'-.".;:,
] andotheradvertisingtechnologysolutionsto drive towardsimproving

theadvertisingbuyingexperiencewhile alsooptimizingpricing yield andincreasingoperational

efficiency. For example,,'...',"~.';,~",.'.~ ''-,"',-'4"".„';"':,"-'."„:";.;:,i:;:~",';,""~„;;;::,'.:;.',;

14
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30. As its advolumeincreasedfurther,Pandorainvestedin growing its adtrafficking

organization.Pandoranow employsg peoplewho work onbuilding advertising"creatives";

e.g.,thedisplay,audio,andcustomadvertiservideo adsthatmustbecapableof beingrendered

on a widevarietyof desktops,tabletsandmobilephones.Pandora'sadvolume,andthecreative

requirementsthat flow therefrom,is manymagnitudeshigherthanterrestrialradio. In the first

instance,Pandoraservesa largervolumeof a widervarietyof ads(display,audioandvideo) than

anyterrestrialradiobroadcasteralsoengagedin webcasting.Becauseof thewide varietyof

devicesandthemultitudeof screensizescommonlyusedby consumers,Pandora'screatives

mustbecompatiblewith a very wide rangeof formats. In thesecondinstance,Pandoradelivers

individual adsto individual listeners,in comparisonto a terrestrialradiobroadcaster,whichcan

delivera singleaudioadto all of its listenersat thesametime (that is thedefinition of

"broadcast"). Saiddifferently, to deliver 1,000,000"impressions,"Pandorahasto deliver

1,000,000ads,while a largeterrestrialbroadcastersuchasZ-100 in New York might only have

to deliver 15 or 16 adsandPandorahasto beableto trackeach"impression"so that it canreport

backto theadvertiseron thesuccessof thecampaign.

31. BecausepersonalizedInternetradio servicessuchasPandoradeliver individual

streamsto individual listeners,in additionto highervolumeof adsserved,Pandorahashadto

investin far morecomplexsystemsof admanagement.That is, just asPandoradelivers

personalizedmusic, it alsodelivers"personalized"ads. Therefore,Pandorahashadto build an

entireinfrastructurethatcould identify the"right" adto play to the"right" listenerat the"right"

time. Becausewe collecta listener'sage,gender,andzip codeat registration,weknow these

basicdemographicfactsaboutour audience.If anadvertiserrequested,we can,for example,

targetwomenaged25-35 in New York with a particularadvertisement.This ability to target

15
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specificaudiencesenablesus to attractadvertising,aswell asobtainhigherratesfor thoseads,

becauseadvertisersknow thattheir adsarebeingdeliveredto thoselistenersthataremostlikely

to beconsumersof theirproducts.

32. To obtainevenhigheradrates,Pandoraengagesin far moresophisticated

audiencetargeting.

PandoraemploysQ engineersto supportthis

kind of advertisingtechnology.

C. Staff: SellingandSupportResourcesto AttractandRetainAdvertisers

34. Scaleandsystemsarenecessarybut not sufficient; ultimately,advertisersand

their agenciesneedconvincingthattheir advertisingspendon a servicelike Pandorawill be

successful.Making this "sell" — accessingtheright peopleandconvincingthemto try something

"new" — requiresexperienced,talentedandtrainedsalesrepresentativesandsupportstaff

16
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physicallypresentin everyplacewheremajordecisionmakersdo business.Building a team

capableof sellinghundredsofmillions of dollarsof advertisingall acrosstheU.S. is amajor

challenge,requiringyearsof effort andinvestment.

35. Moreover,this staffing effort mustbecarefullycoordinatedlest it fall out of sync

with the scaleof themediaproperty'saudienceor thesophisticationof its systems.That is,

hiring mustkeeppacewith growing inventoryto ensureit is sold,but our salesforcecannot

grow so fastsuchthat it out-pacesinventoryandour sellerssit idle. To accomplishall of these

objectives,Pandorahashirednearly+ peoplein salesandsalesmanagementandanother+
in salessupportroles. Of thosenewhires,+ havebeenspecificallyaddedto ourLocal sales,

salesmanagementandsalessupportteams.

II. PANDORA'SEXPERIENCE

A. Pandora'sAudienceGrowth

36. In December2005,after its first full yearof operation,E~-:.:.:::w] registered

accountsloggedonto andlistenedto musiconPandora.In December2014, ':,,:";... ',,:""'egisteredaccountsloggedinto andlistenedto musiconPandora.'sFigure3 demonstrates,

basedon sizeof audience,Pandorawasthe largestradio "station" in all of thetop 25 DMAs.

'hetotal numberof listenersis likely higher,sinceevidenceshowsthat „';"'"
listenersshareaccounts.

.:':"~"':."": of our
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Figure3
[RESTRICTED]

B. Pandora'sAd-LoadGrowth

37. Pandorais very seriousaboutrevenuegrowth. In fact, oneof our "Principles"is

"Revenueis our oxygen." Pandorarecognizesthatgeneratingrevenueis theway wewill grow

our company,by reinvestingthatrevenueinto softwareengineersto build abetterservice,sales

repsto sell our ad inventory,andmarketingefforts to increaseour listenership.Pandora'sentire

revenueorganization,includingtheChiefRevenueOfficer, has,since2006,beenheavily

incentivizedto generateasmuchrevenueaspossible.

38. Thekey to generatingrevenuegrowth is growth in thenumberof our listening

hours. Thegreaterthenumberof listeninghours,the largertheamountof ad inventorywehave
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to sell. However,becausePandorapaysaper-track,per-listenerroyalty, growing listenerhours

meansincreasedcontentcosts. As describedin my original written directstatement,onat least

two occasionsPandorahascappedlistening—therebydriving down listenerhours—whenour

growth in listenerhourswasoutstrippingourability to monetizethoseadditionalhours.

1. SunnlvDoesNot Drive Demand

39. ForPandora,like mostad-supportedservices,thereis a complexinterrelationship

of factorsthatmustbeweighed,balancedandoptimizedto maximizerevenue.Pandoraemploys

Impeoplein revenueoperations(e.g.,pricing andyield management)sndsalesoperations(e.g.,

salesanalytics)to undertakethis task. In ascertaininghowPandoracansell thehighestnumber

of advertisementsfor thehighestprice, theseemployeesestimatesucheffectsas(i) the impact

increasedad inventorywouldhaveonthepricingPandoracouldrealizefor its ads,and(ii) the

impactincreasedad loadwouldhaveonoverall listenerhours. Thenotion,pressedby

Soundmxchange,thatsimply increasingad inventorywould generateincreasedadrevenue,

without takingaccountof theneedcarefullyto manageboththepricesPandoracanobtainfor

sellingadvertisingandlevelsof listenership,fails to accountfor thesemarketplacerealities.

a. Pandora,like all advertising-basedservices,seeksto optiInize its
"sell thru" rate

40. Becausesupplydoesnot drivedemand,anad-supportedservicesuchasPandora

seeksto optimizeits sell-thrurate. Wheredemandcloselymatchessupply,Pandorais ableto

chargeits nmmnumrate. The flip side,ofcourse,is thatdemandfluctuatesandkeepingsupply

too closeto demandriskshavingunmetdemand.Pandora,therefore,tries to keepits sell thru

ratefor audioadsin the25 — 54 demographicaround~of inventory.'sPandoraachieves

'andorais ableto "sell" this demographicto advertisersathigherRPMsthanit can"sell" the 13 — 24
or 55+ demographics.
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